This paper examines how profitability, dividend policy and the corporate governance of closely-held companies are related to executive compensation. The main finding is that that in spite of the fact that controlling shareholders, and the executives they nominate to represent them, have the ability to exploit firms' resources at the expense of minority shareholders, their incentive to do so is lower when their ownership exceeds 75% of the voting power. Specifically, in closely-held firms in which the controlling shareholders hold more than 50% and less than 75%, the incentive to prefer higher compensation and avoid paying dividends is greater than that in companies in which major shareholders hold more then 75% of the firm's equity. For the latter, since they the vast majority of firm's shares is held by them, the firm is to a large extent more private than public. In such case, the incentive to exploit minority shareholders is small. Indeed, in companies in which the voting power of controlling shareholders exceeds 75%, their profits are higher, the compensation paid to their executive is lower, and they appear to have the tendency to share more dividends in comparison with other companies.
Introduction
To what extent executives' compensation of public companies is related to economic principles that ensure the interests of all their shareholders? This issue has been addressed in many papers but only few papers addressed this issue in closely-held firms (Closely-held Lauterbach (1997, 1998) , Hauser and Lauterbach (2004) ).
The purpose of this paper is to examine the relationship between profitability, dividend policy, corporate governance and executive compensation of closely-held firms. During the last three decades, most studies have argued that the ability to explain what drives executive compensation is related to accounting and stock prices measures (see e.g., Jensen and Meckling (1976) , Myers (1977) , Easterbrook (1984) , Morck, Shleifer and Vishny (1988) , Gaver and Gaver (1993) , and Smith and Watts (1992) ).
In this paper we add to this analysis the corporate governance characteristics of closely-held firms. The main hypothesis examined here is that the compensation paid to executives is affected by their ability and their and incentive to exploit firm resources at the expense of minority shareholders. This hypothesis is examined using unique and comprehensive data on public firms listed on the traded on the Tel Aviv Stock Exchange (TASE). The unique characteristic of these firms is being closelyheld by a small group of controlling shareholders that own more then 50% of firm's equity. This means that in most of these companies, the ability of these controlling shareholders to push for corporate decisions as they please, to their own benefit, is at least seemingly, almost unlimited which enables them, for example, to withdraw unjustifiably high salaries and benefits that might result in lower profitability and dividend payments. In contrast, what is really the incentive of these executives to do so, given the fact that inappropriate corporate manners may refrain investors from investing in these firms causing share prices to decline. For example, the need to raise additional capital in the future and to sustain the value of their own shares might lead the controlling shareholders to adopt corporate manners consistent with economic principles to the benefit of the entire body of shareholders. In other words, the ability of controlling shareholders to exploit firm resources at the expense of shareholders might be refrained by their incentive to avoid it.
The main finding of this study is that there appear to be some relationship between executives' compensation and firm's performance and that this relationship is related to the corporate governance structure of the firm. Specifically, in firms whose controlling shareholders hold between 50% to 75%, executives' incentive to exploit firms resources at the expense of minority shareholders is significantly higher than that in firms whose controlling shareholders hold over 75% of firm's equity (See for example, Morck, Shleifer and Vishny (1988) , Smith and Watts (1992) , Gaver and Gaver (1993) . Accordingly, it appears that executives' compensation are considerably higher in companies that refrain from paying dividends, than those that do pay dividends.
Most of the studies published to date have focused on the relationship between executive compensation and firms' performance. Some of these studies focused on Executives' compensation and agency costs stemming from the fact that their interests are not necessarily aligned with all other shareholders. For example, if executive compensation determined by firm performance, they may avoid investment that may have some risk in spite of the fact that the expected returns for the firm worth the risk taken.
Other studies dealing with this topic, argue that such relationship may be more significant if executive contracts are based on accounting and market prices performance measures (for example, Lambert and Larker (1987) , Sloan (1993) , Kim and Suh (1993) , Healy (1985) , Dechow and Sloan (1991) , Jensen (1989) , and Rappaport 1990). The quest for such relationship relies on the search for contracts with executives that might lead to greater alignment of executives' interests with those of minority shareholders. In such case, a stronger link between the interests of all shareholders is expected that will lead to an efficient resource allocation in firms (see Jensen and Murphy (1990) , and Coughlan and Schmidt (1985) ).
The paper consists of five sections. Section 2 discusses the main factors affecting the executive's compensation and presents the research hypotheses. Section 3 describes the data used. Section 4 presents and discusses the empirical results. Section 5 presents the summary and conclusions.
Factors Affecting Executives Compensation

Background
In most of companies listed on the TASE, a small group of controlling shareholders retains above 50% of the company's voting power and equity 1 . This may create situations in which the interests of controlling shareholders may not be aligned with those of external minority shareholders resulting with agency costs increase. Baumol (1967) , For example, claimed that executives usually operate in favor of shareholders, but might sometimes seek for the 'minimal' net profit that pleases them, and beyond that, use any additional profits for their own personal gain. 2 Hence, the question raised by a number of studies is, what should be the driving force in contracts of executives' compensation to ensure a grater alignment of interests between external shareholders and controlling shareholders that nominate the executives. One possible is through outside directors from the public that monitor managerial decisions. One of the concerns with this solution was raised by Hermalin and Weisbach (1991) who argue that managerial involvement in selecting these directors frequently leads to a lack of public directors that properly represent external shareholders. They claim that the fact that some studies found a significant relationship between the structure of the directorate and the company's performance (See for example, Brickley and James (1987), Mace (1971) ) while other studies found no significant relationships (see Baysinger and Butler (1985) ), implies that additional factors should be considered. One such 1 For comparison, a sample of 370 companies taken from the "Fortune 500" list showed that in more then 90% of the companies, controlling shareholders hold less then 50% (See Morck, Shleifer and Vishny (1988)). 2 In Paragraph 1 of the "Securities Act" 1968, an "interested party was defined, among other things, as someone who retains, directly or indirectly, five percent or more of share capital or of voting power. An interested party is also someone who is authorized to nominate director(s) or a general manager. This clause also defines control as the power to direct operations of the corporation. Paragraph 37 of the act states that public corporations must include also details in their report about the securities (bonds) retained by the interested party. According to paragraph 123a dealing with the Company Ordinance, a company whose securities are held by the public and were offered according to a forecast, must report annually about benefits for chief executives. Notably, recent restrictions were applied concerning conflicts of interest of controlling shareholders who also served as company employees, in accordance with Amendment No. 4 of the Company Ordinance. In addition, in Paragraph 56d of Amendment No. 11 of the Securities Act, approval was given to set amendments concerning the restrictions on conflicts of interest between controlling shareholders and the companies under their control that are listed for trading.
factor is the corporate governance structure. Hermalin and Weisbach (1991) reported that the directorate structure had no effect on company's performance.
Some recent studies have focused on detecting the relationship between executives' compensation and firms' performance. The majority focused on seeking objective measures of firm's performance, particularly accounting and market measures that are based on share returns. Among other things, they examined the relative importance of accounting measures in comparison to market ones under the assumption that an executive contract that includes such performance measures might contribute to the alignment of interests between executives and all shareholders. 
Hypotheses
Our study is based on unique and comprehensive data of closely-held firms listed on the TASE. We raise three hypotheses: Hypothesis 1 -Executives compensation depends only to a limited extent on firm's performance. The Examination of this hypothesis is problematic due to the difficulty in evaluating the complexity of managerial functions on the one hand, and their effect on the business performance, on the other hand. Namely, even if their compensation is determined in accordance with their contribution to company's performance, a problem still remains in measuring their specific contribution to the company, particularly when one takes into account that the performance of these firms is largely affected by external economical factors in the capital market.
A number of accounting and market-based measures have been proposed in economic literature to evaluate the business results of a company. A survey conducted by Gibbons and Murphy (1990) found that more than 50% of chief executives believed that it is necessary to base the salary contract in accordance with accounting results since market-based measures rely on share prices that depend on uncontrollable external forces. O'Byrne (1990) and Lambert (1993) claimed that share prices reflect only the expectations for the firms' performance, and therefore a salary contract should be based on accounting measures that represent both expected and unexpected earnings 4 . In contrast to these claims, Kim and Suh (1993) argued that optimal contracts specifically depend on how much benefit is linked to market-based measures. Kim and Suh (1993) , Healy (1985) , Dechow and Sloan (1991) , Jensen (1989) , Gibbons and Murphy (1990) , and others. 4 See Bushman and Indjejikian (1993), Banker and Datar (1989) , Kim and Suh (1993) , Healy (1985) , Dechow and Sloan (1991) , Jensen (1989) , Gibbons and Murphy (1990) and others. 5 See also discussion in Diamond and Verrecchia (1982) , Jensen Kim and Suh (1993) , Holmstrom (1982) , Jensen and Murphy (1990) and others, show a high correlation between the salary levels of chief executives and excess returns.
Hypothesis 2 -Executives nominated by controlling shareholders holding more then 50% of the equity, have the ability to exploit firms resources at the expense of external shareholders. Yet, the higher the rate of equity owned by controlling shareholders, the lower will be their incentive to do so, to their own benefit, at the expense of external shareholders. According to this hypothesis there are a few contradictory forces that may affect the relationship between executives' compensation and firms' performance. On one hand, the higher is the ownership rate held by controlling shareholders, the more able they are to exploit firm's resources for their own benefit at the expense of external shareholders. On the other hand, the higher is the ownership rate held by controlling shareholders, the more aligned their interests with those of external shareholders, and therefore their incentive to do so would diminish. This hypothesis is consistent with Morck, Shleifer and Vishny (1988) finding that the relationship between firm performance and insiders holdings is not monotonic. They are also consistent with the findings of Jarrel and Poulson (1998) that in companies with managerial holdings of 30% to 50%, firm's performance is lower then in other firms.
Hypothesis 3 -In closely-held firms, executives' compensation is lower in companies that share dividends than with those that do not. This stems from the fact that while cash dividends is paid to all shareholders in the company's earnings, compensation to executives via bonuses, options and alike, enables controlling shareholders to avoid the partaking of the entire group of shareholders in the earnings. Support for this claim is given by Gaver and Gaver (1993) who found that for companies with a relatively high growth rate, the dividend rate is relatively low and the salary level is relatively high, in comparison to those of longstanding companies. Moreover, Mace (1971) , Easterbrook (1984) , Rozeff (1982) and Smith and Watts (1992) claimed that all costs in contract agreements, such as salaries of chief executives, depend on general financial policies, such as: the capital structure of the company, dividend policy, salary, etc. Consequently, there are two contradictory factors that may affect the relationship between firm's performance and executives' salary. On one hand, high-growth firms, which are in many cases relatively younger and smaller, would reduce dividend payments in order to use the funds for additional investments in the company. This would lead to a future growth in earnings. Such companies would seek qualified (1982) , Rappaport (1990) , Stewart (1989) and others. executives and would be prepared to pay relatively high salaries for the success of their investment policy. On the other hand, under the prevailing governance structure of closely-held firms, avoiding payout of cash dividends increases the ability of controlling shareholders to exploit firm's resources at the expense of the external shareholders.
Data and Methodology
Data
The sample includes all companies traded on the TASE, for which full data are available. The data were collected during the years 1992-1994 and are based on the companies' reports in accordance with Paragraph 123a of the Company Ordinance and according to Paragraph 64, Securities Regulations, 1993 (keeping of financial statements). Data include the following: the highest salary in the company, the average salary of the company's top five earners (as reported according to Paragraph 123a of the Company Ordinance), operating profit, net profit, return on equity, capital structure, annual rates of return on stocks, rates of return on market indexes, total assets and percent of equity owned by controlling shareholders, by the general manager and chairman of the board-of-directors, dividends payout, and the total compensation to executives, including options and other benefits.
After excluding companies with incomplete data, 463 companies remained in the sample. In 60 of them the compensation included options or shares. Finding the value of stock options is problematic since in many cases, the options are not tradable and in some cases, information such as the exercise price, time to maturity were not reported. In cases where the time to maturity was absent, a period of 3 years was assumed, as this is the most common period for options in Israel. For all other cases, information concerning options and shares was excluded. We also gathered information of the market value of these companies as published by the TASE. The options' worth was calculated as the viable minimum value for Call options:
) where S is stock price, X is exercise supplement for the option, r is interest rate, and T is time to maturity; and according to the model of Black and Scholes (1973).
Definition of Variables
The list of variables is based on the following four groups: accounting and market indexes to measure the business results used in literature; variables that describe the chain of command in the company; variables that describe financial policy; and other variables that might affect the results (Confounding Factors).
The first group includes five variables that were calculated based on information provided by financial statements and aimed at measuring business results. The first variable is return on equity (NI/EQUITY). The second variable is the change in return on equity between the years 1993 and 1994 (%NI/EQUITY). The third variable is the gross return on equity (OI/EQUITY) defined as the ratio between operational income, and changes in gross return on equity (%OI/EQUITY). The fifth variable is earning per share (EPS). In addition, excess rates of return on shares according to the following market-model:
Where R i measures the rate of return on share i, R m is the market rate of return (the general stock index). Similar measure were proposed by Murphy (1985) , Gibbons and Murphy (1990) , Coughlan and Schmidt (1985) . The second group of variables describes the ownership structure within the company. The first variable is the total voting percentage of the controlling shareholders (%INSIDE), that include all interested parties. Due to the fact that almost all companies are closely-held firms, we assume that there is no distinction between the group of controlling shareholders and the executives nominated by them. In order to examine the latter assumption we include also two additional variables: the rate of equity owned by the manager and/or the chairman of the board (%CEO), and the second is the holding rates of all directors (%DIREC).
The third group of variables includes those that represent the financial policy of the company. Three policy variables were used. The first variable is related to dividend policy represented by a dummy-variable that was set to 1 for a company that paid dividends and 0 for a company that did not (DIV). This variable was used since only 180 of the companies in our sample paid cash dividends. The second variable is dividend per share (DPS). The third variable is the financial leverage that represents the capital structure of the company and is calculated as the ratio between debt and total assets (D/V). The importance of the company's capital structure stems from that high financial leverage, as well as dividend payout, sends signals to investors related to company's performance by way of its ability to pay their debts, and forecast its growth (See Smith and Watts (1992)).
The forth-variable group includes a list of variables that were found in many studies to affect the relationship between executives' compensation and firms performance. The first is the size of the firms (SIZE). For example, Gaver and Gaver (1993) found that in young growing companies, the dividends are lower and the salary level is higher, in comparison to other companies. However, once the size effect is eliminated, these differences disappear. The second variable is risk as measured by the standard deviation of the excess rates of return The need to distinguish between these two variables is important, particularly since it was found that smaller companies are usually riskier (higher standard deviation). The third variable is a dummy-variable set to 1 for an old company and to 0 for a new company (OLDNEW). An old company is one whose shares were listed for trade before 1992, i.e., companies whose shares have been traded for at least three years. This variable is important since the number of traded companies on the TASE has virtually doubled during these 3 years and since relatively high growth rates are expected during the first years of such companies (see the findings of Gaver and Gaver (1993) ). Thus salaries and dividend policy of new companies are expected to differ from old companies.
Methodology
In order to examine the research hypotheses, a number of tests were conducted. In the first test we examined the effect of size and risk on the various variables. Due to the high variability in company size, we divided the sample companies into smaller companies (2/3) and larger companies (1/3). Lager companies are those that their assets for 1994 over 100 million NIS. In light of the findings of this test, as to the dependency between company size and executive salary levels, and in order to neutralize the size effect, the ratio between executive salaries and book value of equity was calculated. The following two tests are based on that ratio.
In the second test, we compare companies in which controlling shareholders hold less then 75% of the voting power with companies whose controlling shareholders hold more then 75% of the voting power. This division was made after examining the relationship between executive executives compensation policy and the ownership rate by controlling shareholders in intervals of 5% (i.e., up to 50%, 55%, 60%, 65%, etc.). In all cases we find a non-monotonic relationship between these variables. To assess if it is possible to define a specific range of ownership rates that enable to identify any meaningful systematic relationship between salary levels and controlling structure, the groups were assembled into larger intervals of share holding rates -up to 75% and more than 75%. Similarly, we conducted a test that uses another division of the sample of voting power in the hands of the general manager and chairman of the board-of-directors with one group having up to 10% of the voting power and the other group having above 10% of the voting power. The comparison between the groups was carried out using one-way analysis of variance.
In the third test, the comparison was carried out using a one-way analysis of variance in which variables of policy, profitability and prevailing ownership structure between companies that paid dividends and companies that did not.
The forth test aimed at examining the relative effect of each variable on executive compensation is conducted in a few stages. In the first stage we examine the correlation between variables that represent executives' salaries of the chief executive and the top 5 chief executives, and various variables. In each group, variables having a significantly nonzero correlation coefficient with a significant level of 5% were selected. In the second stage, due to the finding that the size variable could be correlated to most of the independent variables, the following regression was executed: Stepwise regression was implemented in the third stage in order to examine the relative contribution of each single variable to the explanation of variability of the chief executive salary. Finally, we analyze the contribution of each group of variables to explaining the variance of executives' compensation using a procedure proposed by Theil (1972) that enables examination of the marginal effect of each group of variables. Specifically, measuring the effect of firm's performance which are measured using market and accounting parameters, the effect of a group of variables that describes the ownership structure, the effect of the group of variables that describe dividend policy, capital structure policy, and the effect of other factors that include: size, risk and seniority of the company.
According to Theil (1972) , the first stage is evaluated by estimating the following equation: 
Empirical Results
The empirical results are presented in three sections. Tthe first section describes findings regarding executives' compensation, including stock options and other benefits. In the second section, we examine the proposed hypotheses using the differences between various groups of companies that differ from each other by their ownership structure, financial policy, size, risk, industry sector, etc. The third section examines the effect of group of variables on executives' compensation, and particularly its relationship to policy variables, such as: dividends, capital structure, etc. In addition, we find that while around 43% of the companies experienced a drop in profitability, salaries were raised in about 82% of them. In 60 firms executives received options as part of their compensation. The value of these options benefit package in these companies averaged around 200,000 NIS more than other companies. Table 2 presents the differences in salary levels and changes in salary for various Sectors. According to these findings, it appears that the salary level of chief executives in commercial banks and insurance companies are significantly higher, than those in other sectors. It also appears that salaries vary a lot among companies. This may explain the difficulties to relate salaries to firms' performance.
Description of Variables
. KW represents the statistics of the Kruskal-Wallis, non-parametric one way analysis of variance. "*" signifies significant differences in salary between the various industrial sectors at 5% significance level.
Factors Affecting Executives Compensation
In this section, we examine the effect of a number of factors presented in literature and found to have significant effect on executives' compensation. Table  3 presents the effect of company size on executive salary policy. As expected, we find that the total compensation paid to executives is significantly higher in large companies compared to that in small companies. On possible explanation is that in large companies, the complexity of management is higher and therefore, executives in these companies, may be faced with more complicated problems than those found in smaller companies, and hence entitled to higher salaries and benefits. Unexpectedly, we find that the change in salary level in small companies is insignificantly from that seen in larger companies. This point is further discussed below.
Furthermore, Table 3 also implies that the discernment between large and small companies is important for the comparison of other variables used in this work. For example, return on equity and earnings per share, are significantly higher in large companies compared to small companies. Also, it appears that in large companies, the financial leverage and the dividends payout are significantly higher than those in small companies. In addition, the percentage of equity held by the controlling shareholders as a group, the holding rate by the general manager and chairman of board of directors, and the risk measured by the standard deviation, are lower for small companies in comparison to larger ones. These findings suggest, among other things, that examination of what affects executives' compensation should take into account the size effect. 6 In order to account for the size effect, the salary of chief executives was divided by the equity (in millions NIS. Table 4 shows the differences between chief executive salaries in companies where controlling shareholders hold up to 75% of the voting power, and those in companies where they hold above 75% of voting power. The results show that executives' salaries are significantly lower in companies where the voting percentage of controlling shareholders exceeds 75% of the voting power. A similar result was also found in a comparison of companies in which the general manager and the chairman hold less then 10% of firm's equity, with companies in which the general manager and the chairman hold more then 10%. Note, however, there is a significant difference between these two results. The first, relates to the hypothesis concerning ability versus the incentive of controlling interests and executives to exploit firms resources at the expense of the external shareholders. According to these results, it appears that in spite of their ability to do so, their incentive to do so is lower, the higher is the percentage of voting power held the controlling shareholders. In such case, there is a greater similarity of interests between the controlling shareholders and external shareholders. On the other hand, the second result relates to argument raised by Jensen and Meckling (1976) and others, that when executives hold a small percentage of ownership, the interests of all shareholders is more aligned. Combining these two findings suggests that the relationship between executives' compensation and firms' performance is not monotonic. Moreover, similar to Morck, Shleifer and Vishny (1988), when holding rates of the general manager and chairman are relatively low, the similarity of interests between them and the external shareholders is higher. However, when their holdings increase, the extent to which their interests and those of external shareholders is aligned, diminishes. One explanation for the different results is that in closelyheld firms managers are almost always part of the controlling shareholders group (see, for example, Ang, Hauser and lauterbach (1997)). The results presented in Table 4 indicate that there seems to be relatively higher agency costs in companies where the chief executive and chairman of the board retain less than 10% of the voting power. In such firms, the performance measured by the net income and by the excess rates of return is relatively higher than in firms in which they hold more than 10% of the voting power. This table compares executives' salaries, firm's performance, and ownership structure, according to the dividend policy of the company and its age. Company's age is used as an index for growth vs. non-growth companies (see also Gaver and Gaver (1993) ). The return on equity represents the ratio between net income and equity. The excess rates of return on shares represent the rates of return on shares net of market return in accordance with the Market model. Financial leverage is calculated using the ratio between long-term liabilities and total assets. Executive salaries here presented as the ratio between salary and equity (in Million NIS). F-test compares the means of each variable using one-way analysis of variance. Addition support to these findings for is found in the results presented in Table 5 , when we compare executive salaries in companies that pay dividends to those that do not. Specifically, these results support the hypothesis that executives in companies that do not pay dividends get significantly higher salaries, than those in companies that do pay dividends.
Similarly, we also find that the net income and excess rates of return are considerably higher in companies that paid dividends, and that ownership structure has a significant impact on executive salaries. Another important result, which relates to the findings of Gaver and Gaver (1993) , is that salaries, dividend policy and ownership structure differ significantly between new companies and older ones. In new companies, characterized by higher growth rates, the rate of ownership held by controlling shareholders, executives and chairmen of the board are higher than those found in older companies. However, new companies tend not to pay dividends and pay relatively higher salaries than in older companies.
Effect of Profitability, Dividend Policy and Ownership Structure on Executive Compensation Policy
To examine the effect of each variable, three tests were carried out. In the first test, the correlation coefficient between each if the independent variables and parameters that represent salary was calculated. The results, presented in Table 6 , indicate that these correlation coefficients are significantly non-zero for the following parameters: dividend policy represented by dividend per share and a dummy variable that receives the value of 1 if the firm pays dividend and 0 otherwise, EPS, return on equity and excess rates of return in 1994, voting power held by controlling shareholders, chief executives and chairman of the board, financial leverage and additional variables representing size, risk and company seniority. A "*" and "**" denote that the correlation coefficient significantly differs from 0 at 5% and 10%, respectively.
B
The dummy-variable for voting power held by controlling shareholders is set to 0 in companies which hold less then 75% and set to 1 in companies which they hold above 75%.
C
The dummy-variable of the voting percentage of the general manager and chairman of the Board of Directors is set to 0 in companies in which the general manager and chairman hold less then 10% of the voting power and set to 1 in companies which the general manager and chairman hold above 10%.
Based on these findings, variables that were found to have a significant correlation coefficient with executives' salaries were chosen to be examined in the second test for their relative contribution in explaining the variance of salary policy, using stepwise regression. Findings in Table 7 represent the results for those variables in order of contribution to explaining the variability of salaries. The most important and significant parameter is the policy of dividend payout. This finding supports the two central hypotheses of this. Absence of parameters describing the ownership structure may be explained by the correlation between control structure and dividend policy (-0.244), which is significantly non-zero.
The next two variables (according to importance) are size and risk. As stated, size is a proxy used to represent managerial complexity. Risk was found to have a negative correlation with executives' salaries. Specifically, executive salaries were lower in less risky companies. This may have a number of explanations. The first being is that the standard deviation of shares rates of return is not a suitable proxy for risk estimation. The second possible explanation is that small firma are riskier than large ones (see Table 3 ). Indeed, we find that the correlation coefficient between size and risk is -0.339. The third possible explanation is that executives receive compensation for their ability to stabilize company profits and thus reduce the risk involved in investing in these companies.
The fourth-most important factor is financial leverage of a company, which represents firm's capital structure policy. The fifth parameter is company's age. These findings can also be related to that of Gaver and Gaver (1993) , who found that in growth-companies, executive pay was relatively higher and dividend sharing was relatively lower than in non-growth companies. This result conforms to the findings of Gaver and Gaver (1993) .
The last variable is excess rates of return on shares, which is one of the parameters that enable the creation of the required link betweens executive compensation and firm's performance. The advantage of this parameter over accounting ones is that when the latter are used executives may refrain from optimal long-term investment decisions that may raise doubts on firm's performance in the short term. That is, assuming that share prices reflects market expectations regarding the company's success, a rise in share value may serve as a good proxy to the direct contribution of executives to the wealth of the general shareholders. However, it should be noted that the use of share prices is also problematic, specifically due to the fact that rates of return account for risk taken and they tend to equal out according to market conditions. In such case, executives would be inclined to avoid the possibility that external financial forces not under their control, would affect their salaries. The way to overcome this problem is by measuring excess rates of return on shares which measures company's specific risk and return.
Our findings appear to indicate that despite the fact that excess rates of return was found to be more significant than accounting parameters, it is relatively less important than, dividend policy and capital and structural policy.
Finally, in the third test, whose results are presented in Table 8 , the relative contribution of each group of variables was examined using the Theil procedure (1972). The results indicate that the most significant group of parameters that explains what determines salaries is that of size, risk and company seniority. The second most important group is policy variables. The third group includes parameters that measure firms' performance. The forth-most important group is that of parameters representing the corporate governance structure. We emphasize, however that the role of corporate governance is a lot more pronounced vis-à-vis the fact that there is significant correlation between ownership structure and dividend policy. Specifically, we find that in closely-held firms, salaries and accompanying bonuses are lower in companies that paid cash dividends to shareholders, compared to those that do not. This result supports the first hypothesis, that executive salaries are related to firms performance, to a limited extent and the second hypothesis according to which the incentive of executives to exploit firms resources at the expense of external shareholders lessens the higher is the holdings rates of controlling shareholders (over 75%), despite their ability to do so.
Table 8. Analysis of Variance Using the Theil Procedure
This table analyzes marginal contribution of each variable to describe the contribution of each group of variables to the explanation of salaries using the Theil procedure (1972). Lines 1 to 5 are the contribution rate of a group of variables to the description of the total variance in salary and benefits, excluding the effect of all other independent factors. The calculation was performed in three stages: (1) Calculating R 2 n using linear regression between the dependent variable and all independent variables. (2) Calculation of R n-hj by using linear regression between the dependent variable and all independent variables apart from the variable group h j ; (3) Calculation of the relative contribution of a group of variables by subtracting R hj from R 2 n . Line 7 is the R 2 n of the linear regression between the level or change in salary and benefit, as an independent variable, and between all independent variables. Line 6 is the difference between line 7 and the sum of proportions from line 1 to 5 (See Theil (1972) 
Summary
This study raises the hypothesis that in closely-held firms, executives' compensation is affected by the ability and the incentive of executives to exploit resources at the expense of shareholders. According to this hypothesis, the ability of controlling shareholders in general, and especially of chief executives, to make investment decisions as they please in closely-held firms, when they control over 50% of the voting power, is theoretically almost limitless. This allows them, among other things, to draw high salaries and benefits in a way that is not based on the economic principals that may benefit external shareholders as well. As a result, controlling shareholders and managers tend to refrain from paying dividends and increase compensation instead. In contrast, their incentive to do so if one takes into account their longterm considerations, such as the need to raise additional capital in the future and the preservation of the value of their shares, causing controlling shareholders to adopt corporate manners that will signal to external shareholders that they have similar interests at stake. The main findings are: (1) executives compensations depend only to a limited extent on the company's performance; (2) in spite of their ability to exploit firms resources at the expense of external shareholders, their incentive to do so is relatively small. Specifically, we find that in companies where controlling shareholders hold less than 75% of firm's equity, the ability motive dominates the incentive motive. But, it is the other way around when the controlling shareholders hold more than 75% of voting power; (3) in large companies, chief executive salaries and accompanying benefits are higher than in small companies; (4) in older companies, executive salaries are smaller than in younger companies, and there is a greater tendency to payout dividends;(4) companies in which controlling shareholders hold more than 75% were more profitable, the rates of return on their shares were higher, executive salaries were lower and the tendency to payout cash dividends was greater in comparison to other companies.
